PEABCDY GOAL Q2

| BLA 95-174 Decided June 3, 1997

Appeal froma Decision of the Associate Drector, Mneral s Minagenent
Service, denying an appeal of an order to pay royalties on the value of a
| oading facility provided by the coal purchaser. M& 90-0302-M N

Afirned.

1.

Qoal Leases and Permits: Royalties--Mneral Leasing Act:
Royal ti es

The pre-Mar. 1, 1989, regul ations governi ng val uati on
of coal for royalty purposes prohibit the deduction of
the costs of |oading fromgross val ue i n deternm ni ng
val ue for Federal royalty purposes. Were the coal
pur chaser provides the loading facility, M properly
requires the | essee to add the val ue of the buyer's
assunption of part of the costs of |oading the coal

to the sales price of the coal to determne val ue for
Federal royalty purposes.

Qoal Leases and Pernmits: Royalties--Mneral Leasing Act:
Royal ti es

The coal val uation regul ations effective Mar. 1, 1989,
require the lessee to place coal in narketabl e
condition at no cost to the Federal Governnent and
provide that val ue for royalty purposes, when based on
a lessee' s gross proceeds, wll be increased to the
extent gross proceeds have been reduced because the
pur chaser provi des services the cost of whichis
ordinarily the responsibility of the | essee to pl ace
the coal in narketable condition. Were the coal

pur chaser provides the loading facility and thus
assunes part of the cost of fulfilling the | essee's
duty to place coal in narketabl e condition, MB
properly increases the | essee's gross proceeds by

the val ue of the costs adopted by the purchaser.

APPEARANCES. Mchael H Hyer, Esq., Hagstaff, Arizona, for Peabody

Qoal Gonpany; Peter J. Schaunberg, Esq., Geoffrey Heath, Esq., Howard W
Chal ker, Esq., Sarah L. Inderbitzin, Esq., Gfice of the Solicitor, US
Departnent of the Interior, Washington, DC, for the Mneral s Minagenent

Servi ce.
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| BLA 95-174
(P N ON BY ADM N STRATI VE JUDGE HUIGHES

Peabody Goal onpany (Peabody) has appeal ed froma June 16, 1994,
Deci sion of the Associate Drector for Policy and Managenent | nprovenent,
M neral s Managenent Service (MVB or the Service), denying its appeal of
a May 14, 1990, MVB Qder directing Peabody to i ncl ude the cash val ue of
a loadout facility provided by the coal's purchaser in Peabody's gross
proceeds for royalty val uati on purposes for the peri od Novenber 1987
t hrough Sept enber 1989. U/

Peabody mines coal fromits Bg Sy Mne in eastern Mntana and sells
the coal to Mnnesota Power & Light Gonpany (M nnesota Power) pursuant to
a long-termcoal supply agreenent executed on July 29, 1968. The sal es
agreenent is an arms-length, fixed-price-plus-escalation contract wth
aninitia established price subject to change based on contract price
adj ustnent clauses. Section 14 of the agreenent authorizes adj ust nents
to the original base prices to reflect actual changes in the cost per ton
to Peabody of producing, preparing, and delivering the coal f.o.b. railroad
cars at the mne.

Arapid load facility at the B g Sky Mne was conpl eted in 1973. In
accordance wth a January 17, 1973, agreenent, Mnnesota Power | eases the
| oadout facility fromthe financial institution owning the facility and
pays the property taxes and insurance premuns, as well as annual rental
paynents. Peabody operates and naintains the facility and pays all
associ at ed nmai nt enance and operating costs.

Peabody obtai ned the | ease at issue, Federal Goal Lease No. M 063202,
ef fective Decenber 1, 1986, as a bypass | ease. That |ease, which was
subject to a 12.5 percent of value royalty rate, becane part of the B g
Sy Mne. Production fromthe | ease began i n Novenber 1987 and ended in
Sept entber 1989 when the reserves were mned out.

By letter dated August 7, 1989, the Royalty Val uation and & andards
Dvision (RV'SD, M advi sed Peabody of its prelimnary conclusion that,
due to Mnnesota Power's participation in the costs of the | oadout
facility, the coal sales price received by Peabody might not represent the
full value of the coal for royalty purposes. It requested that Peabody
provi de additional details about the | oadout facility and the selling
arrangenent between Peabody and M nnesota Power.

By letter dated Septenber 5, 1989, Peabody submitted the infornation
requested by R/SD

O May 14, 1990, R/Dissued its final determnation of val ue for
royalty purposes. It concluded that Mnnesota Power provided a noncash
benefit to Peabody in addition to the invoi ced price by assumng

1/ Athough the Associate Drector's Decision and the M O der identified
Peabody Hol di ng Gonpany, Inc., as the party in interest, Peabody Goal
Gonpany, the operating subsi di ary of Peabody Hol di ng Cbrrpany, Inc., filed
both the appeal to the Associate Orector and the appeal to the Board.

139 I BLA 166

WAW Ver si on



| BLA 95-174

the capital cost of the mne |loadout facility, and that, therefore, the
proper basis for valuing the | ease coal sold to Mnnesota Power during the
peri od Novenber 1987 through Septenber 1989 was the armis-1ength contract
gross proceeds, including the consideration attributable to the | oadout
facility. It also directed Peabody to furnish additional infornation to
enable R/SDto calculate the increnental val ue associ ated wth the | oadout
facility.

Peabody appeal ed the R/YSD O der to the Drector, MM Peabody deni ed
that Mnnesota Power provided a noncash benefit through the ownership and
use of the |oadout facility and accused MVb of attenpting to unilaterally
change terns of existing coal contracts. Peabody al so objected to the
retroactive application of the March 1, 1989, revi sed val uation
regul ati ons. Peabody asserted that, in any event, the M royalty
val uation viol ated section 6 of the Federal (oal Leasing Act Anendnents of
1976 (FALAA), 30 US C 8§ 207(a) (1994), the pre-March 1, 1989, coal
val uation regul ations, and the revised coal val uation regul ations.

In her June 16, 1994, Decision, the Associate Orector stated that

both the past and the current coal val uation regul ations reflected the

| ongstanding MV policy of requiring royalty on all elenents of the val ue
of produced coal, includi ng noncash benefits conferred upon the seller by
a coal sales agreenent. She cited the | essee' s wel | -establ i shed
responsibility for all expenses associated wth severing the coal fromthe
ground and renoving it fromthe mne and observed that, since the | oadout
facility was part of the mning operation, the costs attributable toits
construction, operation, and nmai ntenance were the obligation of the | essee.
She rej ected Peabody' s claimthat the use of the facility did not
constitute a noncash benefit, finding that Mnnesota Power's provision of
the | oadout and paynent of the annual rental, taxes, and i nsurance
conferred a substantial nonetary benefit by relieving Peabody of those
costs. She discounted Peabody' s assertion that the arrangenent had no
effect on the negotiated price of the coal since Peabody had of fered no
expl anation as to why Mnnesota Power woul d have expended t hese noneys
w thout receiving a benefit inreturn. Accordingly, she concluded that

M nnesota Power's | oadout facility-related expenditures conprised
additional consideration flowng to Peabody for the purchase of |ease
product i on.

The Associate Drector denied that MVB was altering the sal es
agreenent bet ween Peabody and Mnnesota Power. She al so count ered
Peabody' s retroactive application argunent by noting that the pre-March 1,
1989, regul ations al so required the inclusion of |oading costs assuned by a
third party in the | essee's gross proceeds for royalty purposes. S nce
those regul ations explicitly specified that |oading costs were not
deducti bl e fromgross val ue, she held that the shoul deri ng of any portion
of those costs by the coal purchaser constituted a noncash benefit
includabl e in gross val ue for royalty val uati on purposes. Accordingly, she
deni ed Peabody' s appeal .
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Inits Satenent of Reasons for appeal, Peabody di sputes the
significance of Mnnesota Power's paynent of the loadout facility' s | ease
costs to the conputation of royalties on the | ease. Peabody asserts that
considering royalty val ue as the above-narket contract sal es price plus
the ownership costs of the |oadout facility produces an unwarrant ed
w ndfall for the Governnent inpermssible under FOAA and its inpl enenting
regul ati ons. According to Peabody, section 6 of FCOLAA requires that
royalty be based on the fair narket val ue of the produced coal, and the
coal valuation regul ati ons nust conport wth that statutory principle.
Peabody contends that the regul ations as applied by MB in this case
violate the statutory nandate that royalty be grounded on the actual val ue
of the coal .

Peabody consi ders fal l acious MM concl usion that the price of the
coal to Mnnesota Power woul d i ncrease by the amount of the | oadout
facility ownership costs if Peabody bore those costs, arguing that the
val ue of coal is not sinply the sumof its production costs. Peabody
argues that, in a conpetitive narket, the narketpl ace sets coal prices.
Peabody avers that, if it assuned the | cadout facility ownership costs, the
coal price would only increase (if at all) to the extent permtted by
prevai | ing narket conditions. @Qven that the price Mnnesota Power paid
Peabody pursuant to the coal sal es agreenent exceeds the prevailing narket
price for conparabl e coal, Peabody asserts that any renegotiation of the
coal supply agreenent to provide for Peabody's ownership of the | oadout
facility would likely result in a substantial decrease in the coal price,
not the increase postul ated by MB. Peabody submts that augnenting the
al ready above-narket val ue coal sales price on the ground that the increase
depicts the true val ue of the coal creates a coal val ue unrelated to the
actual value of the coal and viol ates FOLAA

Peabody argues that the pre-March 1, 1989, val uation regul ati ons,

30 CF. R 8 203.200(f) and (g) (1986), direct MMbto use the sales price as
the val ue of the coal for royalty purposes absent a determination that the
sales contract is not a bona fide transaction between i ndependent parti es.
Because the coal supply agreenent is a bona fide transaction between

i ndependent parties, Peabody insists that M nust accept the sal es price
as the value for royalty purposes. Peabody adds that MV& cannot both reap
the royalty wndfall by accepting the sales contract as a bona fide
transaction and then deny the contract's validity in order to further
increase the coal's royalty val ue.

Peabody mai ntains that the current regul atory schene, specifically
30 CF. R 8 206.257(h), also does not authorize M6 to increase the sal es
price by the | oadout facility ownership costs for royalty val uation
purposes. Athough this regulation allonws MM to increase coal val ue to
the extent gross proceeds have been reduced because the purchaser provides
services, the cost of which ordinarily falls wthin the | essee's duty to
pl ace the coal in narketabl e condition, Peabody submts that MV has not
shown that Mnnesota Power's ownership of the | cadout facility has in fact
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decreased the gross proceeds. Peabody avers that, to the contrary, even
i f Peabody had owned the | oadout facility, narket conditions woul d have
prevent ed Peabody fromraising the price of the coal to recover ownership
costs. S nce Mnnesota Power's ownership of the facility during the

rel evant period did not dimnish the gross proceeds to any extent, Peabody
contends that 30 CF. R 8 206.257(h) is inapplicable, and that the M
Deci si on nust be rever sed.

Inits Answer, MVB argues that Peabody owes royalties on the val ue of
the | cadout facility since that facility was vital to placing the coal in
nar ket abl e condition. The Service asserts that the pre-Mrch 1, 1989,
regul ations identify |oading as necessary to place coal in narketable
condition and specify that |oadi ng costs nay not be deducted fromgross
value in determning royalty value. S nce the coal's price depended on the
costs of produci ng and narketing the coal, MV& contends that M nnesota
Power's providing the | oadout facility reduced Peabody's costs and the
dependent price Mnnesota Power paid for the coal. The Service naintains
that this arrangenent effectively deducted the | oadi ng costs fromgross
value in violation of 30 CF. R § 203.200(f), (g), and (h) (1986). The
Service submts that the revised regul ations al so require the | essee to
bear all the costs of placing the coal in narketabl e condition including
| oadi ng costs. The Service avers that Peabody' s gross proceeds, which
depended on its production costs, were reduced by Mnnesota Power's
furnishing of the loadout facility, and that MV was, therefore, required
to increase the gross proceeds by the costs of the |oadout facility since
those costs are part of the costs of mning.

The Service di snmisses Peabody' s contention that the val uati on deci sion
violates FOLAA It contends that Peabody has misstated 30 US C 8§ 207(a)
(1994), which actually provides for royalty based on the coal's val ue "as
defined by regulation,” and that the val uation determnation fully conplies
wth both the statute and its inplenenting regul ations. The Service deni es
that the pre-March 1, 1989, regul ati ons nandat e acceptance of the contract
price as royalty val ue absent a determnation that the contract is not a
bona fide transaction between i ndependent parties. The Service avers that,
even W thout such a determnation, 30 CF. R § 203.200(h) (1986) prohibits
acceptance of the sales price if costs required to place the coal in
nar ket abl e condi ti on have been subtracted fromthat price. The assunption
of marketing costs by athird party does not relieve the | essee of its
narketing obligations, MV adds, and Peabody cannot reduce its royalty
paynents by agreeing that its coal purchaser is responsible for providing
the | cadout facility.

The Service al so disputes Peabody' s contention that 30 CF. R
§ 206. 257(h) does not justify increasing royalty val ue above the sal es
price because Mnnesota Power's providing the | cadout facility did not
reduce Peabody' s gross proceeds. The Service repeats that, under the 1968
coal supply agreenent, the sal es price hinges on Peabody' s production costs
and asserts that the agreenent required Mnnesota Power to pay Peabody for
the costs of the | cadout facility, wthout which the coal could not be
| oaded on the "railroad cars.” The agreenent obligated Mnnesota Power to
include the costs of loading the coal inthe price it paid Peabody, M6
contends, and the regul ations required Peabody to pay royalty based on that
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contract price. Accordingly, Mnnesota Power's assunption of the
responsibility for providing the | oadout facility in accordance with the
1973 rapid | oadout facility contract inproperly reduced Peabody' s gross
proceeds for royalty purposes. The Service concl udes that, in accordance
wth 30 CF. R § 206.257(h), the costs of the | oadout facility nust be
added to the sal es price to deternmne Peabody' s gross proceeds for royalty
val uati on pur poses.

[1] Section 6(a) of FALAA 30 US C 8§ 207(a) (1994), sets coal |ease
royalty at "not |ess than 12%per centumof the val ue of coal as defined by
regul ation.” Wen Peabody commenced production fromFederal (oal Lease
No. M063202 i n Novenber 1987, the applicabl e coal val uation regul ations
stat ed:

(f) Were Federal royalty is cal cul ated on a percentage
basis, the val ue of coal for Federal royalty purposes shal |l be
the gross value at the point of sale, nornally the mne, except
as provided at 30 OFR 203.200(h). * * *

(g) The gross val ue shall be the unit sale or contract
price tines the nunber of units sold, unless MVB determines that:

(1) Acontract of sale or other business arrangenent
bet ween the operator/| essee and a purchaser of sone or all of the
coal produced fromthe Federal |ease is not a bona fide
transacti on between i ndependent parties because it is based in
whol e or in part upon considerations other than the val ue of the
coal [.]

* * * * * * *

(h)y If additional preparation of the coal is perforned
prior to sale, such costs shall be deducted fromthe gross val ue
in determning value for Federal royalty purposes. * * *
However, the follow ng shall not be deducted fromthe gross val ue
in determning val ue for Federal royalty purposes: costs of
prinmary crushing, storing, and |oading * * *,

30 CF.R § 203.200 (1986), redesignated 30 CF. R § 203.250, 53 Fed. Reg.
1218 (Jan. 15, 1988).

Peabody argues that the regul ati ons nandate MM accept ance of the
sales price as the gross val ue of the coal produced and sold to M nnesota
Power because the 1968 coal supply agreenent was an arms-length, bona fide
arrangenent between aut ononous parties. Ve disagree. Wile 30 CF. R
§ 203.200(g) (1986) delineates those situations in which MBwII reject
the contract price as indicative of gross value and provides the criteria
for determning gross val ue in those circunstances, that regul ation does
not suppl ant the adjustnents to and deductions fromgross val ue set out in
30 CF. R 8 203.200(h) (1986).
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It is the obligation of the | essee to place the coal in narketabl e
condition, and this duty generally entails placing the coal in a | oadout
facility where the buyer can readily take possession. Wéstern Fuel s-U ah,
Inc., 130 IBLA 18, 31 (1994). UWder the express terns of 30 CF. R
§ 203.200(h) (1986), the costs of |oading are not deductibl e fromgross
value in determning value for royalty purposes. It is irrelevant who
perforns that activity. See Apache Gorp., 127 | BLA 125, 134 (1993). By
furni shing the coal |oadout facility, Mnnesota Power relieved Peabody of
part of the expense of |oading the coal. Those |oading costs, however,
are Peabody's responsibility, and the portion of those costs assuned by
M nnesot a Power nmay not be deducted fromgross value. Ve find that MVB
properly directed Peabody to add the val ue of these assuned costs to the
sales price of the coal to determne the royalty val ue of the coal sold
to Mnnesota Power prior to March 1, 1989.

[2] The revised coal royalty val uation regul ations, effective
March 1, 1989, establish the val ue of coal sold pursuant to an arms-I|ength
contract as "the gross proceeds accruing to the | essee,” subject to various
exceptions. 30 CF. R 8 206.257(b)(1). The regul ations define gross
proceeds for royalty purposes as fol | ows:

G oss proceeds (for royalty purposes) neans the total
noni es and ot her consideration accruing to a coal |essee for
the production and disposition of the coal produced. G oss
proceeds includes, but is not limted to, paynents to the
| essee for certain services such as crushing, sizing, screening,
storing, mxing, |oading, treatnent wth substances includi ng
chemicals or oils, and other preparation of the coal to the
extent that the lessee is obligated to performthemat no cost
to the Federal Governnent or Indian | essor.

30 CF.R § 206.251 (1994).

The royalty val ue reported by a | essee is subject to nonitoring,
audit, and review 30 CF.R § 206.257(b)(1). The regulations provide as
fol | ows:

In conducting reviews and audits, MM w || exam ne
whet her the contract reflects the total consideration actually
transferred either directly or indirectly fromthe buyer to the
seller for the coal produced. |If the contract does not refl ect
the total consideration, then the M nay require that the coal
sol d pursuant to the contract be val ued i n accordance wth
paragraph (c) of this section [concerning the val ue of coal not
sold pursuant to an arms-length contract]. Val ue may not be
based onl ess than the gross proceeds accruing to the | essee for
the coal production, including the additional consideration.

30 CF.R 8§ 206.257(b)(2) (enphasis supplied).
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The revised regul ations al so explicitly clarify that

[t]he lessee is required to place the coal in narketable
condition at no cost to the Federal Governnent or Indian

| essor. Were the val ue established pursuant to this section
is determned by a | essee's gross proceeds, that val ue shall

be increased to the extent that the gross proceeds has been
reduced because the purchaser, or any other person, is
providing certain services, the cost of which ordinarily is the
responsi bility of the | essee to place the coal in narketabl e
condi ti on.

30 CF. R 8 206.257(h) (1994) (enphasis supplied).

Peabody argues that, given current narket conditions, M nnesota
Power's provision of the coal |oadout facility has not "reduced’
Peabody' s gross proceeds. Ve find, however, that, under the 1968 coal
supply agreenent, the price for the coal reflects Peabody' s production
costs and escal ates as those costs increase. Thus, if Peabody shoul dered
full responsibility for the expenses of |oading the coal, those
expendi tures woul d be passed on to Mnnesota Power in the formof a hi gher
sales price. S nce Mnnesota Power provides the | oadout facility and
t hereby assunes part of the costs of |oading the coal, we conclude that MB
properly required Peabody to include the val ue of these assuned costs as
part of its gross proceeds in determining the royalty val ue of the coal
sold to Mnnesota Power.

To the extent not specifically addressed herein, Peabody' s argunents
have been consi dered and rej ect ed.

Therefore, pursuant to the authority del egated to the Board of Land
Appeal s by the Secretary of the Interior, 43 CF. R 8§ 4.1, the Decision
appeal ed fromis affirned.

David L. Hughes
Admini strative Judge

| concur:

C Randall Gant, Jr.
Admini strative Judge

139 IBLA 172

WAW Ver si on



